An Assessment of Health Coverage Industry Trends

and CareFirst’s Strategic Response

This paper summarizes our assessment of trends in the
Health Coverage industry, and local trends affecting
CareFirst and the Mid-Atlantic region. It also assesses
one strategic alternative available to CareFirst, including
its impact on constituents. '

An objective of this assessment is to understand how
key constituent groups — such as consumers,
communities, employers, providers and hospitals, and
brokers — have fared when a local Blue Cross Blue
Shield plan goes through changes in its corporate form.
We looked at two examples:

* Blue Cross of California and its conversion to
for-profit status (the overall health plan now goes by
WellPoint Health Networks; however, products in
California are still sold under the name Blue Cross of
California), which took place in 1993

* Blue Cross Blue Shield of Connecticut, who was
acquired by Anthem Blue Cross Blue Shield in 1998,
which subsequently converted to for-profit status

To assess these examples, we conducted interviews,
surveys, and focus groups to collect constituent feed-
back. We also interviewed executives from each health
plan and conducted secondary research from state
Departments of Insurance and SEC filings, media, and
industry analyst reports.

‘ealth plans are being squeezed - rising healthcare
costs, state and federal mandates, changing technolo-
gies, and increasing customer expectations have nar-

rowed health plan margins, while simultaneously
accelerating investment in their base business.

According to government estimates, from 1997 through
forecasts for 2002, private healthcare costs have been
increasing nationally at an average rate of 8.3%. This
trend of rapidly rising healthcare costs is expected to
continue over the next few years.

Private Healthcare Expenditures
{Excluding Researcn % Consruclion, § i Billins)

7.5% Annual ]
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The dramatic rise in healthcare costs has forced many

companies to reduce medical benefit offerings and to
shift more of the payment burden to employees. Some
health plans are exiting federally funded programs as
costs increase without corresponding increases in
federal funding. Based on filings with the Centers for
Medicare and Medicaid Services (CMS), over 900,000
Medicare members needed to enroll with a different
health plan in 2001 because health plans chose not to
renew their Medicare+Choice contratts, or reduced the

geographies they cover.
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As a result of cost increases, health plans have been
forced to increase premium rates significantly since
1996, with double-digit increases nationally over the

past two years.

HMO/POS Rates, % Increase In Average Per Employee Premium
(Fully insurec Plans Onty)

14.0%

11.7%
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To mitigate rising costs, and to respond to innovations

and increasing consumer sophistication, health plans
are responding by making a series of investments. We
estimate the combined cost of these investments for
large health plans range from $420 - $640 million, and
possibly more, over the next five years. Some of these
investments include:

+ HIPAA - Large health plans are expected to invest
$30 - $60 million, on average, over the next several
years to comply with HIPAA (in May, 2001, Gartner
Group estimated HIPAA costs to be 1 to 2 times
health plans’ average Y2K expenditures).

- eCommerce - Many large health plans are spending
$10 - $40 million over several years to acquire and
implement new eCommerce technologies, which
promise easier service and strearnlined operations for
members, providers and others. Overall eCommerce
investments for larger health plans could be
significantly greater.

« Consumer-focused Initiatives — One way to mitigate
the rise in healthcare costs, and for health plans to
become more customer friendly, is to implement

services and products that increase consumer choice *
and flexibility. Some larger plans will invest as much
as $20 — $40 million implementing such
consurner-focused products and services.

Improvements to Operational Systems, Processes and
Assets — Rising healthcare costs have forced health
plans to significantly upgrade their basic operations
(e.g., computers, communications, software
programs, processes, operating procedures, manuals,
training, office space, staffing). In fact, many health
plans have projects underway to replace and/or
consolidate their basic operating systems. On
average, plans are spending $30 - $50 million for
investments to improve operational systems, |
processes and assets. Health plans will have an
increasing need to modify their businesses to adapt
to changes in the market place ‘

Participating in Mergers and Acquisitions — Industry
consolidation is affecting nearly all health plans.
Many are involved in some type of consolidation
activity. We estimate the mergers and acquisitions
cash need to be in the range of $330-$450 million.
This is based on a review of actual transactions
already completed. Specifically, we looked at the
average actual cash expended by large health plans
for mid-range acquisitions since 1997. We then
screened this figure against available merger

- candidates in CareFirst’s home market area to ensure

consistency.

Estimated Aveﬁge Health Plan Investment Needs In the Next 3-5 Years*
1lor Large Health Plans with Revenues > $300 Million;
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. To further complicate the financial picture, the National

* Association of Insurance Commissioners (NAIC) has
put in place a more rigorous methodology for
calculating risk-based capital levels. As a result, reserve
requirements for health plans have increased, thereby
restricting the use of health plans’ existing capital. As
noted in a report last spring by Conning & Company, a
leading firm that monitors trends and activity in the
Insurance industry:

“The attention to health plans’ capital levels,
stimulated by an NAIC-led effort to develop a
consistent, rigorous national methodology for

- calculating plans’ capital adequacy, has put many
nonprofit plans in awkward position...These new,
mostly higher expectations for capital adequacy, we
believe, have led to a tendency among the nonprofit
Blues plans to hoard capital, even though the
competitive environment usually rewards ongoing
capital investments in areas like computer technolo-
gy. The concern is that, without access to the
capital markets to raise additional capital, many
plans may be hoarding capital and under—investing
in new technologles and in other strateglc areas."

Two popular techriiques health plans are using to fight
the squeeze include expansion to gain scale economies,
and accessing the public equity markets. These
strategies can make operations more efficient, and
better enable health plans to make the significant

investments described earlier in this paper. Combined,

these actions could put health plans on a "virtuous

cyele” for ongoing growth.

Increasing a health plan’s member base can drive scale
economies—expenditures can be spread across more
members, and more funds are generated td make the
“estments described above. Increased scale can also
ielp stabilize earnings, enabling health plans to
withstand downturns in individual segments of their
businesses.

- Anthem Blue Cross Blue Shield of Connecticut has |

saved millions of dollars due to economies of scale,
reducing its administrative cost ratio from 21% to
13% in three years. To achieve this improvement,
Anthem has made many changes to its business.
Some of the cost reductions include:

- Materials and services procurement costs - $2.5
million in annual expenditures was saved by
negotiating broader contracts for copiers and paper;
other supplier contracts yielded similar benefits

- Data center costs — Over $10 million annually has
been saved through management of data center
costs across the Anthem organization

- Transaction outsourcing - Approximately $5
million in annual costs have been saved by
negotiating better discounts for outsourced transac-
tion processing based on higher business volumes

- From the WellPoint Health Networks’ (parent

company of Blue Cross of California) 2000 Annual
Report: "The administrative expense ratio decreased
to 14.0% for the year ended December 31, 2000 from
14.7% for the year ended December 31, 1999 [added
note: down from 16.3% in ‘94]. The overall decline is
primarily attributable to savings from the integration
of information systems centers related to acquired
businesses on the Company's information systems
platform, a reduction in Year 2000 remediation
expense from 1999 levels, economies of scale
associated with premium revenue growth in relation
to fixed corporate administrative expenses in
addition to technology investments made by the
Company (e.g., electronic claims submission, internet
self-service and interactive voice response).”

- A WellPoint Senior Vice President estimated that
due to WellPoint’s consolidation of system
platforms, WellPoint could realize savings in HIPAA
expenditures of $30 — $50 million per plan.

* A major Blue Cross Blue Shield plan (with more than

6 million members) ~ realized economies of scale
after systems were consolidated. It reduced process-
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ing costs by 25% per claim transaction and 25% per
customer service transaction.

Non-BCBS Health Plan Consotidation

Increased scale can also help stabilize a health plan’s !

() R T 195 1996 1987 13 1938 2000

earnings, since a larger base of business enables a plan e - — ]

. - |
PrasL T ARt I
TR

to better withstand downturns in individual segments WO _ , R

srtvead

pmind )] > Hursma

of its business. : o Ty

L e — S nrere ey > Aatua LS, Hesthcare

o ——— —— PachiCare Health Systesss )

LLUSTRATIVE !

—
Scanario2
Scenarlo 1.
A heirth plan eams 2 3.04 profit margin on $300M in Revenue $I00M

revenus. The plan makes $3Min net income. Onersang Margin X 32.0%

;.K'h—rw-r vt

A health plan's margin decreases by 50% to 31.5%
Profit margin on SI00M 0 Revenus. Tha pian makes
50% lexs In net Incoma

Examples of Recent Non-BCBS Health Ptan Merger Activity

pabipn
BRI a Cal S bep

Scanario 2 N
A haalth pian’s margin decresses by 50% te 3 1.5% ll-vmu«u—m- I
Profit margin. Howaever, ¥ tha plan Is abie to double $s00M
15 member base, itwH) e2m $IM In necincome. Onrunu lvhvuh Year Heaith Plan Actlvky
Warber evre 2o et T T coma3ad 13 curchass of U3lord Rasan ARSI, U NG [aNaTea (T ian
HRM m:nm., e
< Hanth Nat, Inc, dormeary F oundalion Huaih Sysiems) saki is plam in Taaws ONanon and Lansan ta AnCaeCe
D Accenture 2001 Inc., ihe pawan comoarny of Am":ut Heath Plans
TTAGTAUS Faalihcard bagan omenng an FAID and PON-oK1arica gian in e Aiwgh-Dimam w3 Herth Cacokna
+ ‘kaiser Pamanerts Northeazt Dviston <losed efiscive Decatou 31, 1998 Mer sparabensin Conmehcat T
Maytachusads. Hlaw Yori Hoth Carokna nd Vermons were al sokd

* HeaRnCare Amarlea Plana. inc. (K8) w3 Wured By Covantry Hesin Care of Kansas, .- - wiena

2000 U Harnis Moihodsl Hesth Plan (TX) was xaured by Pnlc:um’vm o o
. P + Uniad Heakheare adtad the Paciic Nottmast Clodsin and
Many Plans have galned Scale by acqmrmg Other’ o ‘:’:v::v:i«?n Inx. completed s quisien of 4 accareLoulsiana, Inc. )
y . . . « Tovenwy m-.ncn: Wi Eameketad e Secuision of WeNFITH CoTUnEY Heam PRAL 1o mandoed cire wib: \
generally Smaller’ health Plans' Thls ls eVIdenced bY the 2001 - -;;':::::.; ’?‘:.b::'l‘ Q1 ;’:‘Dﬁ’v O Cavartey Haath Cars, Inc. Jeouired Ine commarcial mamberaiig. 2 Huth !

< SoenEy AN Caie of K2nS INC H0NEd 3 JaAnere DQreamant 12 JCqure Kaass Foundaion Heaiin Plan 3l ¥anss
Sy

large number of health plan combinations over the past
10 years, and the unprecedented reduction in the
number of Blue Cross Blue Shield plans - from 114 to
43 - over the past 20 years.
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When a health plan acquires another health plan that
competes in the same market, there is potential for an
additional advantage. Studies have shown that
companies across industries perform better if they are
able to maintain a strong market share relative to their
competition (relative market share):

Return on investment versus Relative Market Share
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As the health insurance industfy consolidates, this phe-
nomenon also presents a threat to health plans’ compet-
itiveness. A health plan’s relative market share dimin-
ishes as the health plans with which it directly competes
(those in its current markets, as opposed to those in
adjacent or remote markets) consolidate. If it wishes to
protect its relative market share in home markets, a
health plan needs to participate in the consolidation. It
needs to act when local, direct competitor health plans
come up for sale. Of course, doing so requires capital.

Some health plans are increasing access to capital by
accessing public equity markets. A common way to do
this is to convert from not-for-profit to for-profit status,
and then raising funds through the public equity
markets. There has been a wave of such conversions,
.imarily among Blue Cross Blue Shield plans, with
more contemplated. About 79 million Americans carry
Blue Cross Blue Shield cards. Approximately one third

of those are members of Blue Cross Blue Shield plans
that are either for-profit plans or are considering a
for-profit conversion.
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The objective for taking these actions is to establish a
"virtuous cycle": increased scale and access to capital
drives cost reduction and investment in service
improvements. These, in turn, increase a plan’s
attractiveness to members and employers, which in
turn attracts new customers, further increasing scale,

and so on.

A “Virtuous Cycle" for Health Plans
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